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NATURAL GAS INFRASTRUCTURE AND
CAPACITY CONSTRAINTS

TUESDAY, OCTOBER 16, 2001

HOUSE OF REPRESENTATIVES,
SUBCOMMITTEE ON ENERGY PoOLICY, NATURAL
RESOURCES AND REGULATORY AFFAIRS,
COMMITTEE ON GOVERNMENT REFORM,
Washington, DC.

The subcommittee met, pursuant to notice, at 12 p.m., in room
2154, Rayburn House Office Building, Hon. Doug Ose (chairman of
the subcommittee) presiding.

Present: Representatives Ose, Shays, and Kucinich.

Staff present: Dan Skopec, staff director; Barbara Kahlow, dep-
uty staff director; Connie Lausten, professional staff member; Re-
gina McAllister, clerk; Phil Barnett, minority chief counsel; Paul
VYeiEerger, minority counsel; and Jean Gosa, minority assistant
clerk.

Mr. OSE. Good afternoon. Welcome to today’s hearing of the En-
ergy Policy, Natural Resources and Regulatory Affairs Subcommit-
tee. I'm going to dispense with my opening statement and just sub-
mit it to the record.

I would yield to Mr. Waxman accordingly.

[The prepared statement of Hon. Doug Ose follows:]

o))
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Chairman Doug Ose
Opening Statement
Natural Gas Capacity and Infrastructure Constraints
October 16, 2001

Today we will examine the adequacy or inadequacy of the natural gas capacity and
infrastructure in California. California serves as a case study since the issues that today’s
witnesses will address apply anywhere in the United States. By examining California,
hope that the same inadequacies can be avoided in other areas of the United States.

The 1978 Natural Gas Policy Act, the 1989 Natural Gas Wellhead Decontrol Act, and
Federal Energy Regulatory Commission (FERC) Orders No. 436, 636 and 637, issued in
1985, 1992 and 2000, deregulated the interstate natural gas industry. Congressional
deregulation of wellhead prices and FERC’s Orders introduced competition into the
interstate natural gas industry; as a result, customers benefited from lower natural gas
prices. Despite the last 15 years of relatively low natural gas prices, from June 2000 to
May 2001, most of the country experienced very high natural gas prices, particularly in
Southern California.

Several factors most likely added to these high natural gas prices. From June 2000 to
May 2001, California and the West experienced a hot, dry year, coupled with a booming
economy and a great need for energy. Because the last few years were exceptionally dry,
the West had less hydropower than normal and States surrounding California had less
excess electricity to sell to it. California found that it required more natural gas to fuel
older natural gas-fired plants and less efficient peaking facilities to meet its electricity
needs.

By August 2000, natural gas prices were almost double at the California border compared
to April 2000. Then, on August 19, 2000, El Paso Natural Gas had a fatal explosion that
reduced the amount of natural gas on its South Mainline, which feeds Southern
California, by 1,100 million cubic feet per day (MMcf/d) for about a week. Natural gas
prices increased after the initial announcement, but declined after the approximately 500
to 700 MMcf/d of capacity delivered to Southern California was recovered. The impact
was also reduced natural gas capacity delivered to Southern California throughout the
winter.

In November 2000, a cold snap occurred on the East and West Coasts and, as a result,
natural gas prices increased around the country. Prices remained high through most of
the winter. At that time, the California electricity and natural gas markets became
intrinsically linked and, through most.of November 2000 to May 2001, they were
significantly higher than throughout the rest of the United States. Wellhead prices of
natural gas remained relatively stable during this time period, while natural gas prices
increased dramatically at the California border, especially in Southern California.

Several factors came together that added to the situation. First, California is increasingly
dependent on natural gas for electricity production. Gas-fired generation accounted for



49 percent of the power in California compared to 18 percent in the New York Power
Pool (NYPP) and only 4 percent in the Pennsylvania, New Jersey and Maryland power
pool (PIM). Power generation and industrial facilities were previously able to switch
fuels. In the 1990s, California banned the use of fuel oil and fuels that do not burn as
cleanly as natural gas. The tradeoff for clean air is a lack of fuel flexibility and a greater
dependence on natural gas.

The second factor is that there is not enough interstate capacity for transmission of
natural gas. The California Gas Report’s 20-year forecast for natural gas demand was
met in the year 2000, not 2020. In addition, States surrounding California, and
particularly those immediately East of California, have a growing demand that competes
for the natural gas that would otherwise be delivered to the California border.

A third factor is that intrastate capacity is limited. The Department of Energy’s Energy
Information Administration, California Energy Commission (CEC), the California Public
Utilities Commission (CPUC), and Southern California Gas all reported that there is less
take-away capacity than delivery capacity. The disconnect in infrastructure between the
interstate and intrastate capacity most likely added to the supply constraints and thereby
caused prices to rise more than they should have.

The fourth reason pertains to natural gas storage. As prices increased throughout the
summer of 2000, little to no natural gas was injected into storage and some was
withdrawn. As a consequence, California utilities entered the winter low on storage.
Storage plays an important role in leveling prices and making the natural gas
infrastructure more efficient and economical.

The last factor is the limited in-State production of natural gas. California regulatory
provisions and company policies require most of the small producers to produce at least
10,000 cubic feet per day in order to be connected to the gathering lines. If this
requirement were lifted, there would be another 60 to 200 MMcf/d of natural gas
available. While it may not be a significant amount of natural gas, it is another resource
in California’s backyard.

Since May 2001, several factors helped to reduce the high natural gas prices including: a
downturn in the economy; more interstate natural gas participants providing more
competition; FERC’s June 19, 2001 market mitigation plan, which helped bring down
electricity prices; FERC’s investigation into affiliate abuse and market power; FERC’s
market monitoring efforts; and, some build-out of intrastate capacity, including Southern
California Gas’s expanding its system by 375 MMcf/d by the end of this year. While
some regulatory and industry actions took place, and prices have stabilized, I believe that
now is the time to take action to improve the infrastructure, capacity, and policies to help
create a healthy, competitive natural gas market.

Another issue that will be briefly discussed today is CPUC’s April 2000 filing to FERC
against El Paso Natural Gas and El Paso Merchant on the issues of affiliate abuse and
anti-competitive practices on the delivered price of gas. There were allegations from
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several entities in California that El Paso’s conduct, with respect to its pipelines, was a
factor in the high natural gas prices that Southern California experienced last winter and
spring. Last week, a FERC administrative law judge (ALJ) found that El Paso Natural
Gas and its affiliate colluded but could not conclude that they exercised market power.
The entities participating in this case disagree with the ALJY’s decision. Since this case
could provide a precedent for future market power cases, I urge the Commission to
carefully review the facts and make a decisive decision.

This hearing will also investigate the barriers to expanding natural gas capacity and
infrastructure in California. The aim is to determine what policies prompted such a
market situation in California, with our goal being to avoid a similar calamity in other
regions of the United States.

I want to welcome today’s witnesses. Panel I includes: FERC Chairman Patrick Wood
I, CPUC President Loretta Lynch, and CEC Commissioner Michal A. Moore. Panel II
includes: Lad Lorenz, Director, Capacity & Operational Planning, Southern California
Gas Company; Paul Carpenter, Principal, The Brattle Group, Inc.; Professor Joseph P.
Kalt, John F. Kennedy School of Government, Harvard University; Paul Amirault, Vice-
President, Marketing, Wild Goose Storage, Inc.; and, Gay Friedman, Senior Vice
President, Legislative Affairs and Secretary, the Interstate Natural Gas Association of
America.
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Mr. WAXMAN. Thank you very much, Mr. Chairman. This hear-
ing addresses a crucial energy issue: the price and availability of
natural gas. I hope it will shine a spotlight on one of the root
causes of the Western energy crisis, the exorbitant natural gas
prices that prevailed in California from the fall of 2000 to the
spring of 2001.

In the year prior to June 2000, when the energy crisis started,
electricity prices in California averaged around $36 per megawatt
hour. By early 2001, they were averaging $300 to $400 per mega-
watt hour, a 150fold increase. After spending $7 billion in elec-
tricity in 1999 California spent $27 billion in 2000, and has already
spent $23 billion in the first 8 months of 2001.

The results have been devastating. One of the California’s three
major utilities, PG&E, filed for bankruptcy. The State’s bond rating
fvas downgraded. Hundreds of thousands of jobs may have been
ost.

As I investigated this issue, I learned that natural gas played a
central role in causing electricity prices to soar. Like electricity
prices, gas prices in California, particularly southern California,
skyrocketed. When prices peaked in December 2000, natural gas
was selling at the wellhead in Texas for $10.50 per million BTU.
The border price at southern California, however, reached almost
$60 per million BTU. Prices remained high in the first 5 months
of 2001. And on May 8, 2001, for example, gas from the Permian
producing basin that sold in Chicago for around $4.37 was selling
at the California border for $12.55.

These expensive gas prices were used to justify high wholesale
electricity prices, according to FERC Commissioner William
Massey, when FERC set the so-called proxy clearing price for elec-
tricity this past February at $430 per megawatt, roughly $350 of
that amount, over 80 percent of the price, was natural gas for an
inefficient generator.

One of the key issues for California is whether market manipula-
tion played a role in the State’s high gas prices. Allegations of mar-
ket manipulation have focused on El Paso Natural Gas Co., which
owns the pipeline system that transports natural gas from the
Southwest to California. Last week a FERC administrative law
judge found that while El Paso and its marketing affiliate, El Paso
Merchant Energy, “had the ability to exercise market power,” it is,
“not at all clear that they in fact exercised market power.”

The judge did find that there was blatant collusion between the
affiliates in the awarding of pipeline contracts. After reviewing
transcripts of taped conversations in which El Paso Merchant
asked for and received a secret discount from El Paso Natural Gas,
the judge said, “If that’s not hanky panky, there’s no such thing as
hanky panky.”

The issue is now before the FERC Commissioners for a final deci-
sion. There is considerable evidence that suggests that the El Paso
affiliates did manipulate the natural gas market in California. Be-
ginning in March 2000, El Paso Natural Gas sold over a third of
its pipeline capacity to El Paso Merchant. Soon after the contract
began, natural gas prices at the California border began to rise.

The rise in gas prices correspond with remarkably low levels of
capacity usage by El Paso Merchant. As Paul Carpenter points out
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in his testimony, from March through October 2000, El Paso used
just 44 percent of its pipeline capacity, at the same time as other
large shippers on El Paso were using well over 80 percent of their
capacity. As a result, California entered the crucial winter heating
season with critically low levels of stored gas.

El Paso Merchant lost its stranglehold on the pipeline on May
31, 2001. Almost immediately thereafter, natural gas prices in
California began to drop. Gas prices at the southern California bor-
der were around $10 per million BTU on May 31st. By June 8th
they had dropped to around $3.50.

I urge Chairman Wood, who is here today, and his colleagues at
FERC to carefully consider this evidence of market manipulation
as they make their final decision in the El Paso case.

A second key issue is what FERC can do to prevent market ma-
nipulation in the future. The El Paso example shows that pipeline
affiliates with the ability to exercise market power routinely and
illegally shared information with each other. FERC needs to ensure
that such abuses do not recur and that the market for natural gas
remain fair and competitive.

These are important issues. They affect the pocketbook and live-
lihood of millions of Americans in the West and throughout the Na-
tion. I hope today’s hearing will provide some additional insight
into their resolution.

Mr. Chairman, I thank you very much for holding this hearing.

Mr. Osk. Thank you, Mr. Waxman.

[The prepared statement of Hon. Henry A. Waxman follows:]
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Statement of Rep. Henry A. Waxman
Hearing on “Natural Gas Infrastracture and Capacity Constraints”
October 16, 2001

This hearing addresses a crucial energy issue: the price and availability of natural gas. I
hope it will shine a spotlight on one of the root causes of the Western energy crisis, the exorbitant
natural gas prices that prevailed in California from the fall of 2000 to the spring of 2001.

In the year prior to June 2000, when the energy crisis started, electricity prices in
California averaged around $36 per megawatt hour (MWh). By early 2001, they were averaging
$300 to $400 per MWh -- a tenfold increase. After spending $7 billion on electricity in 1999,
California spent $27 billion in 2000 and has already spent $23 billion in the first eight months of
2001.

The results have been devastating. One of the California’s three major utilities -- PG&E -
- filed for bankruptcy. The state’s bond rating was downgraded. Hundreds of thousands of jobs
may have been lost.

As 1investigated this issue, I learned that natural gas played a central role in causing
electricity prices to soar. Like electricity prices, gas prices in California -- particularly Southern
California -- skyrocketed. When prices peaked in December 2000, natural gas was selling at the
wellhead in Texas for $10.50 per million BTU. The border price at Southern California,
however, reached almost $60 per million BTU. Prices remained high in the first five months of
2001. On May 8, 2001, for example, gas from the Permian producing basin that sold in Chicago
for around $4.37 was selling at the California border for $12.55.

These expensive gas prices were used to justify high wholesale electricity prices.
According to FERC Commissioner William Massey, when FERC set the so-called proxy clearing
price for electricity this past February at $430 per MWh, roughly $350 of that amount -- over
80% -- was the price of natural gas for an inefficient generator.

One of the key issues for California is whether market manipulation played a role in the
state’s high gas prices. Allegations of market manipulation have focused on El Paso Natural Gas
Co., which owns the pipeline system that transports natural gas from the Southwest to California.

Last week, a FERC administrative law judge found that while El Paso and its marketing
affiliate, E1 Paso Merchant Energy, “had the ability to exercise market power,” it is “not at all
clear that they in fact exercised market power.” The judge did find that there was “blatant
collusion” between the affiliates in the awarding of pipeline contracts. Afier reviewing
transcripts of taped conversations in which El Paso Merchant asked for and received a secret
discount from El Paso Natural Gas, the judge said “if that’s not hanky panky, there’s no such
thing as hanky panky.”

This issue is now before the FERC commissioners for a {inal decision.
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There is considerable evidence that suggests that the El Paso affiliates did manipulate the
natural gas market in California. Beginning in March 2000, El Paso Natural Gas sold over a
third of its pipeline capacity to El Paso Merchant. Soon afier the contract began, natural gas
prices at the California border began to rise.

The rise in gas prices corresponded with remarkably low levels of capacity usage by El
Paso Merchant. As Paul Carpenter points out in his testimony, from March through October
2000, El Paso used just 44% of its pipeline capacity, at the same time as other large shippers on
El Paso were using well over 80% of their capacity. As a result, California entered the crucial
winter heating season with critically low levels of stored gas.

El Paso Merchant lost its stranglehold on the pipeline on May 31, 2001. Almost
immediately thereafter, natural gas prices in California began to drop. Gas prices at the Southern
California border were around $10 per million BTU on May 31. By June 8, they had dropped to
around $3.50.

I urge Chairman Wood, who is here today, and his colleagues at FERC to carefully
consider this evidence of market manipulation as they make their final decision in the El Paso
case.

A second key issue is what FERC can do to prevent market manipulation in the future.
The El Paso example shows that pipeline affiliates with the ability to exercise market power
routinely and illegally shared information with each other. FERC needs to ensure that such
abuses do not recur, and that the market for natural gas remains fair and competitive.

These are important issues. They affect the pocketbook and the livelihood of millions of
Americans in the West and throughout the nation. Ihope today’s hearing will provide some
additional insight into their resolution.
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Mr. OsSE. Mr. Shays, do you have an opening statement?

Mr. SHAYS. Mr. Chairman, I don’t, but I thank you for having
this hearing.

Mr. OsE. We're going to go ahead to the witness testimonies now.
I want to remind the witnesses that we received your written testi-
mony. I know Mr. Waxman’s people have read it, and I have per-
sonally read the testimony, so we’ll give you each 5 minutes to
summarize. You don’t need to go through the entire thing. Just hit
the high points, because we are on a bit of a limited time.

The ordinary course of business in this committee is we swear in
our witnesses. So I would like the first panel and the second panel,
to the extent they’re here, to rise and take the oath.

[Witnesses sworn.]

Mr. OSE. Let the record show all the witnesses answered in the
affirmative.

Our first witness today is Chairman of the Federal Energy Regu-
latory Commission, Mr. Pat Wood. Mr. Wood, for 5 minutes.

STATEMENT OF PATRICK WOOD III, CHAIRMAN, FEDERAL
ENERGY REGULATORY COMMISSION

Mr. Woob. Thank you, Chairman Ose, Mr. Waxman, Mr. Shays.
The importance of natural gas in our Nation’s power future just
cannot be overplayed. I think the desirability of gas, not only as a
domestic fuel but as an environmentally friendly fuel, in addition
to the economics of natural gas and the economics of natural gas
generation technology make it really the fuel of choice.

I think one of the important things that the FERC has to do, and
certainly the focus of this hearing and of the testimony of my col-
leagues here and of the second panel is the importance of getting
the gas to the electric generators so that the markets work well on
the electric side. Of course, it goes without saying that getting gas
to the gas consumer, whether that’s a large industrial or small resi-
dential consumer, is equally important.

So we have to, on the regulatory side of the fence, make sure
that there’s sufficient infrastructure to get the gas from all parts
of the continent to all customers on the continent.

I think in the last 10 years as the Commission has moved toward
more of a market-based rate regulation system and more of a con-
tract-oriented certification system, which definitely moves away
from the world we used to live in, the report card, by and large,
has been pretty positive. That has yielded significant consumer
benefits across the years. There has been significant investment
made in natural gas pipeline facilities and natural gas production
and the associated liquids and other types of production that goes
on near the wellhead.

That’s not to say it’s perfect. I think the focus of this hearing is
what’s happened in California, particularly in the southern half of
the State over the last year. I might indicate there’s certainly a
shortfall of the market system as it works today in concert with
State and Federal regulatory and environmental regimes to deliver
this commodity to the public.

I take with good advice Mr. Waxman’s recommendations and as-
sure him and the committee that our Commission will look com-
pletely and thoroughly at the record of the El Paso case, as we do
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of other cases. But it is important to get that one right. We will
do it fairly and based on the record.

And I should add, in looking forward, it’s important that any am-
biguities in the Commission’s current rules no longer exist. And I'm
pleased to inform the committee that in our last meeting in Sep-
tember, we voted to publish for comment revisions to our gas and
electric affiliate rules—they were stand-alone in the past—that in-
tegrate the two into one combined code of conduct and also knock
out a lot of the loopholes and tighten up the language.

For those who are willing to play in the market in good faith,
these rules should provide no different regime than what we had
before. For those who may want to test the limits of what’s right
or wrong, I think these rules will come as an unwelcome surprise.
I look forward to finalizing those rules in the near future.

I want to just focus on one particular piece of data that I didn’t
have and that we didn’t have in my original testimony but I think
is useful. The staff is in the process now of putting together an as-
sessment of all the infrastructure issues in the West, both gas and
electric and hydroelectric, to try to work with our fellow regulators
and the western Governors and the industry out west. But one of
the things that came out of this was this chart that’s up on the side
here.

Mr. OSE. Just a moment. Can we turn that chart? Perhaps the
Members of Congress would like to see it, too. Thank you.

Mr. WooD. The blue at the bottom is the hydroelectricity as a
percentage of the total for California. This is just power generated
within the State. California also imports up to 25 percent capacity,
particularly in the summer. That’s not shown here. This is just the
consumption and the generation within the State of California on
an annual average.

The lower three numbers are gigawatt hours, which is a unit of
measure for how much energy is actually generated in the State.
What it shows largely is that hydro, for the reasons we all know,
that the drought coming out there, has dropped off these last 2
years of the cycle. Other, which would be coal and some renew-
ables, primarily thermal, has increased modestly over that time pe-
riod. But the middle number, natural gas, has not only increased
in real number, but as a percentage of the total.

I think it’s helpful to understand that, you know, this is a pretty
significant ramp-up of demand for just the electric power industry
in a very short period of time, and even the best planned systems
would be stressed out by this.

So I think both Loretta and Michael will talk about some of the
actions the State has taken on the infrastructure side certainly, re-
cently, to try to keep up with that, as well as what I have reported
in my testimony about what FERC has done. But I just wanted to
kind of show this is a pretty dramatic change from probably one
quarter to over one half of the gigawatt hours in a given year, in
just a 4-year time span, has shifted to natural gas usage.

That concludes my testimony.

Mr. Ost. Thank you, Mr. Wood.

[The prepared statement of Mr. Wood follows:]
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Testimony of
Chairman Pat Wood III
Federal Energy Regulatory Commission
before the
Subcommittee on Energy Policy, Natural Resources and Regulatory Affairs of the
Committee on Government Reform
United States House of Representatives

October 16, 2001

Mr. Chairman and Members of the Subcommittee:

Thank you for the invitation to this hearing on natural gas capacity and
infrastmctur.e constraints, and the promotion of healthy natural gas markets, especially in
California. Let me begin by assuring you that the Commission will do its part to ensure
that America's energy markets function smoothly and that the FERC's Commissioners and
staff stand with President Bush and Congress at this pivotal time.

In my testimony today, I would like to make three basic points. First, the
Commission's role in natural gas markets focuses principally on transportation, not
commodity prices. The Natural Gas Wellhead Decontrol Act of 1989 completed the
deregulation of the prices producers charge for gas sold at the wellhead in 1993. Asa
result, the Commission has no direct authority to regulate the prices charged by natural
gas producers. The Commission retains only limited jurisdiction over certain sales for
resale in interstate commerce. The Commission's primary natural gas jurisdiction is to:

(1) authorize the construction of interstate pipeline transmission and storage facilities;
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2-
and, (2) set the rates, terms, and conditions of s;:rvice for interstate transportation and
storage of natural gas. In short, our central role in the natural gas industry is to serve the
growing demand for natural gas by enabling the construction and use of that pipeline
infrastructure at just and reasonable rates, terms and conditions of service, and without
undue discrimination.

Second, since wellhead price decontrol and the advent of the Commission's open
access transportation program, there has been a well-functioning, competitive market for
the sale of the natural gas commodity. From the mid-1980s until last winter's heating
season, competition among natural gas producers and others resulted in readily available
supplies at low prices. Last winter prices rose primarily because of an imbalance between
supply and demand. Since then, natural gas producers significantly increased drilling
activity, and the increase in gas supplies led to lower prices, a market response that is
more nimble and less expensive than any legislative or regulatory "fix." While some of
the reasons that the price of natural gas has now dropped significantly are warmer
weather, record storage fills, and a slow-down in the general economy, the basic demand-
and-supply response we have seen is a clear sign of a well-functioning market. I will not
make any predictions about what prices will be this winter (although, as I discuss later,
the Energy Information Administration (EIA) has predicted lower prices for this winter),

but I firmly believe that allowing the competitive wellhead market to work through a
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-3
robust continental delivery system is the best way to obtain adequate gas supplies at the
lowest reasonable price.

Third, notwithstanding the fundamentally sound nature of the natural gas market,
the Commission can help ensure the availability of reasonably priced natural gas by
certifying new pipeline projects in a timely manner so that newly developed supplies can
reach the market. One of the Commission’s top priorities is to ensure that needed energy
infrastructure is built. If increased gas supply is to help bring prices down, there must be
adequate transportation facilities to move newly developed gas supplies to delivery
markets. Also, current bottlenecks limiting the transportation of natural gas to areas
where demand is highest must be eliminated. We will do everything in our power to
ensure that the Commission quickly processes applications for new pipeline projects that
will meet these needs. To that end, Commission staff is looking at creative ways to
expedite the processing of applications for new pipeline capacity to serve critical areas of
the country.

However, to the extent transportation bottlenecks fall within state jurisdiction, the
states must similarly undertake initiatives to improve their infrastructure. I assure you I
recognize the critical importance to your constituents, and to our country, of having an
adequate natural gas transportation infrastructure.

1 must note that the Administrative Procedures Act and the FERC's ex parte rules

prohibit me from discussing the merits of cases pending before the Commission; therefore
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I cannot discuss the merits of the complaint that was filed at the Commission by the
California Public Utilities Commission and Southern California Gas Company against El
Paso Merchant and El Paso Pipeline. I can tell you, however, that the Chief
Administrative Law Judge has issued an initial decision and the Commission will act on
this matter as expeditiously as possible.

I will now turn to the specifics of these matters in greater detail.
1. The Federal Energy Regulatory Commission's Role in Natural Gas Markets

The Commission's role in the natural gas industry is largely defined by the Natural
Gas Act of 1938. This Act enables the Commission to grant construction authority to
interstate natural gas pipelines and related facilities, such as storage and compression. It
also authorizes the Commission to set the rates and terms of service for the resale and
transportation of natural gas in interstate commerce. States regulate retail sales and local
distribution of natural gas and the production and gathering of natural gas. Controls on
the wellhead price of natural gas, which the Commission previously regulated pursuant to
a 1954 Supreme Court decision, were gradually phased out by the Congress. This started
with the Natural Gas Policy Act of 1978, and culminated in the Natural Gas Wellhead
Decontrol Act of 1989, which lifted all remaining wellhead price controls as of January 1,
1993.

The Commission still retains jurisdiction over certain sales for resale in interstate

commerce, but that jurisdiction now accounts for only a small portion of the overall
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natural gas market. That jurisdiction is limited to sales for resale by interstate pipelines,
intrastate pipelines, and local distribution companies and their affiliates, unless the sales
are from their own production or from sources where we have a free trade agreement such
as with Canada and Mexico. Although the Commission could amend the authorizations
to provide for some other pricing method, I do not believe that this would provide
effective relief from high prices to customers, as sellers would find ways to move their
supply to unregulated sales. Price controls on FERC jurisdictional resales would merely
distort the market in the same way they prompted the industry in the 1970's to shift
supplies from the interstate market to the intrastate market before the NGPA.

The Commission also authorizes natural gas pipeline siting and construction if
" found to be in the public convenience and necessity under Section 7 of the Natural Gas

Act. Consideration of factors under the National Environmental Policy Act (NEPA),
other appropriate statutes, and landowner interests are taken into account before
approving a natural gas pipeline project. In addition to its certificate jurisdiction, the
Commission has authority, delegated by the Secretary of Energy, over the siting and
construction of facilities for ;he import or export of natural gas under Section 3 of the
Natural Gas Act, and authority under Executive Order No. 1045 to issue Presidential

Permits for such facilities if they are located at an international border.



16
-6-
II. Competitive Natural Gas Commodity Markets

The oil embargo of the mid-1970s, coupled with heavy-handed price regulation by
the Commission (then the Federal Power Commission), led to shortages and supply
curtailments of natural gas in the interstate gas market in those years.v In response to these
critical supply shortages, Congress passed the Natural Gas Policy Act of 1978, which
began the decontrol of natural gas commodity prices.

In 1985, the Commission required open-access, non-discriminatory transportation
of non-pipeline natural gas across the U.S. natural gas pipeline grid. In 1989, the
Congress enacted the Natural Gas Wellhead Decontrol Act of 1989, which ended all
remaining wellhead price controls as of January 1, 1993. In 1992, the Commission took
further steps to ensure a well-functioning natural gas market by requiring interstate
natural gas pipelines to unbundle, or separate, their transportation service from their own
sales service. That removed the opportunity for pipelines to discriminate in favor of their
own "merchant" business by providing a higher quality transportation service as part of
their bundled transportation and sales service. Subsequently, pipelines exited the natural
gas sales business completely and transferred their sales contracts to their marketing
affiliates.

The Commission also established a program to permit holders of transportation
capacity to resell their unused pipeline capacity rights, called "capacity release," creating

a valuable and efficient secondary transportation market. Since then, the Commission has
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been monitoring the gas transportation and storage of natural gas to ensure the most
efficient and effective natural gas delivery infrastructure for customers. Almost two years
ago, the Commission revised its open-access transportation regulations in Order No. 637,
with regard to scheduling procedures, capacity segmentation, and pipeline penalties,
among other issues. When these changes are fully implemented, they should give
shippers added flexibility to make more efficient use of the existing pipeline grid.

As a result of the pro-market policies pursued by Congress and the Commission,
the natural gas commodity market is truly competitive. There are about 8,000 producers
operating over 300,000 wells in the United States. In addition, the North American
natural gas markets have been geographically integrated, permitting an increasing
contribution of Canadian gas to meet U.S. market growth, and increased U.S. gas sales
into Mexico. Natural gas buyers in general are no longer limited to buying from one
pipeline. Instead, they have a wide range of supply options and various transportation
and storage options. In addition, an active financial market has developed to allow buyers
and sellers to hedge against price volatility, depending on their tolerance of risk.

Although different sources quote different numbers, no one disputes that this
competition has produced substantial consumer benefits. In addition, reserve prospects
for natural gas appear to be very promising. Estimates range from 1,200 trillion cubic
feet (Tcf) to 1,700 Tef, the equivalent of a 55-75 year supply at current and projected

requirements. Pro-competitive policies, technological innovation, environmental policies,
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and low prices have led to increased demand for this clean-burning fuel, especially in the
electric power generat%on area.

The success of the competitive market for natural gas is further reflected in the
recent behavior of spot wellhead prices for natural gas. Last winter, natural gas prices
roughly tripled to about $10 per MMBtu nationwide. While the price increase focused a
Tot of attention on the natural gas industry by lawmakers and regulators, the market itself
responded, without any need for new laws or new regulations. Producers of natural gas
increased the supply of natural gas, and the number of active natural gas rigs more than
doubled in the past year and a half. The EIA last week projected that spot prices for
natural gas will drop to an average of $2.21 per mcf this winter from $5.78 per mcf a year
ago.

In sum, the operation of the interstate natural gas market remains sound, as
evidenced by the dramatic increase in drilling activity in response to market signals.

1. Why Were Natural Gas Prices So High Last Winter?

As explained above, natural gas is now a commodity that is sold in an open market
where the laws of supply and demand determine the price. Weather, economic growth
and the price for other fuels are all factors that affect the demand for gas. Last winter
several factors converged at once to produce very high spot natural gas prices.

Demand for natural gas has increased in all sectors over the last decade due to

economic growth, In addition, a significant number of new gas-fired electric generators
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has come on-line in the last few years. While these generators produce power in an
environmentally friendly way using clean-burning natural gas, they are creating a year-
round demand for a commodity that has traditionally been used more in the winter than in
the summer. Increased use of gas by electric generators has also affected overall demand
in the winter.

Weather also affects the demand for natural gas. After warmer-than-normal
winters in many areas of the country for several years, temperatures in November and
December of 2000 were either below, or well below, normal in all but five states. This
significantly increased the demand for natural gas, and other heating fuels such as
propane and fuel oil. This condition was compounded in the West by the near record
drought which very abruptly removed several thousand megawatts of hydroelectric power
from the power market. Natural gas-fired power generation filled the sudden void, and
this additional natural gas demand put a strain on both the natural gas supply and delivery
systems in that region of the country.

Although the demand for natural gas has grown in recent years, supply somewhat
lagged behind this demand. After the prices for natural gas and oil collapsed in 1998,
producers invested less capital in the exploration and production of natural gas. In
January of 1998, there were over 633 drilling rigs in operation. By April of 1999, after a
sustained period of low gas prices, the rig count dropped to 362. While there are plentiful

reserves in the ground, maintaining adequate deliverable gas supplies requires a steady
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drilling program. The reduction in gas drilling reduced supply. This trend was reversed
in late 1999. Although there were 905 active drilling rigs on February 16 of last year,
historical experience shows there is a time lag (between three months to eighteen months
or more) between increased drilling and a significant supply response.

Finally, while spot prices rose quite high in some areas of the country last winter, it
is important to understand that Jocal distribution companies and end-users need not, and
generally do not, buy all their gas on the spot market. Today's competitive market
provides gas purchasers a number of options for achieving greater price stability than is
available on the spot market. Gas purchasers can, for example: (1) enter into long-term
supply contracts; (2) purchase gas during cheaper, off-peak periods and place it in storage
for use during peak periods; (3) forward contract using gas futures; and, (4) purchase
financial hedging instruments. Through such strategies, gas purchasers can keep their
overall gas costs substantially below spot market levels. For example, in January of last
year, when spot market prices at New York City gates rose above $18 per MMBtu, the
overall gas costs of the two major New York local distribution companies, Con Edison
and Brooklyn Union, were in the $8 to $10 per MMBtu range.

IV.  Pipeline Construction

Adequate natural gas pipeline transmission and storage capacity is critical to

support the continued functioning of the competitive market for the gas commodity. If

that market is to ensure an adequate supply of natural gas at the lowest reasonable cost, all
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gas sellers must be able to reasonably reach the highest-bidding gas buyers, and all gas
buyers must be able to reach the lowest-selling producers. For this to continue, it is clear
that additional pipeline capacity must be built. As new gas supplies are developed in
response to the continued growth in natural gas consumption and increased prices, new
pipeline facilities will be necessary to allow those supplies to reach the market.

In the last seven months, the Commission has issued certificates for seven
interstate projects, with total capacity of almost 962 MMcf/d of capacity, that could
benefit the western area of the country, and, in particular, California. My colleagues and I
are committed to moving quickly on pending projects. The Commission is actively
pursuing ways to expedite the approval of infrastructure needed to serve California and
the West, including raising the current dollar limit on automatic authorizations. This will
allow pipelines to construct needed facilities without lengthy regulatory proceedings as
long as they comply with all applicable environmental regulations. We are also
encouraging applicants to work closely with our staff at the earliest stages of project
development to expedite the certification process. Early staff involvement may include
getting a head start on meetings with stakeholders and the preparation of environmental
documents. This may significantly speed the certification of appropriate projects.

Of course, any actions the Commission takes to expedite new interstate pipeline
capacity for natural gas to serve California and the West can only be effective if there is

available local intrastate capacity to deliver gas downstream of the interstate pipeline to
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the ultimate customer. The California Energy Commission in September issued its
revised final report on Natural Gas Infrastructure Issues, which indicates that the
intrastate gas transportation network in southern California is constrained; the CEC found
that this constraint may, to some extent, have affected gas prices in that area, which have
been among the highest in the nation. Recently certificated interstate capacity for
southern California totals 755 MMcf/d, with 585 MMcf/d of intrastate take-away capacity
authorized in southern California. I have attached a schematic map and a chart to my
testimony to illustrate the gap between interstate and intrastate pipeline capacity. Local
take-away capacity is provided primarily by local distribution companies, which are
exclusively within the control of the state.

The Commission has consistently urged the State of California to eliminate any
disincentives that may prevent expansion of intrastate infrastructure and provide relief to
California customers. Interstate pipelines under our jurisdiction coordinate their efforts
with local distribution companies, public utilities and state officials. The Commission
will cooperate with the states to ensure that new facilities subject to state jurisdiction are
properly integrated with the interstate grid. I should note here that recently the California
Public Utilities Commission has authorized several storage-related proposals, and
Southern California Gas Company has several expansions underway, totaling 375

MMcf/d.
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On another California infrastructure front, there has been some significant activity
this summer with respect to construction and expansion of electric genefation capacity in
California, although it has not matched the level of projections made earlier in the year.
In August 2001, a number of organizations made projections for California power plant
construction activity, including the California ISO (CAISO), the California Energy
Commission (CEC) and the National Electric Reliability Council (NERC). CAISO made
the most detailed projections, forecasting that up to 3,299 MW of new generating capacity
would come on line during the summer, nearly two-thirds from large new plants. Almost
60 percent (1,947 MW) of the additions have actually been completed, and most of the
other new capacity projected will be complete by the end of the year. The CEC had
projected that 3,914 MW of new generating capacity would come on-line during the
period. Similarly, in early 2001, NERC projected in its 2001 Summer Assessment that
3,471 MW of new capacity would come on line. However, late in the spring, NERC
revised its projection downward to 1,500 MW, which came close to the 1,555 MW of
generating capacity which actually came on line from June to August for the units
included in NERC's survey.

By correlating the location of these plants to the gas pipeline infrastructure in
California, it is notable that a large percentage of the new generation capacity will be

served directly by interstate pipelines, rather than through local distribution company
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facilities; this lessens the issue of the "mismatch" of interstate and intrastate pipeline
capacity.

Aside from the current situation in California, there is al§o a critical need to
provide transportation for newly developed gas supplies to reach all U.S. markets. For
example, the EIA projects a significant increase in imports of natural gas to the United
States from Canada. Delivering that gas to U.S. markets will require increased pipeline
capacity. I testified on October 2™ to the Senate Energy and Natural Resources
Committee on the issues surrounding the development of Alaskan natural gas, and
promised Congress that we will make every effort to process and act upon any
applications for Alaska gas transportation projects as efficiently as possible, working with
the applicants, other federal and state agencies, Native Americans, shippers, end users,
and other interested parties, to ensure timely, reasonable decisions. [ pledge my
continued support for the construction of new pipeline infrastructure to meet these critical
needs, and I will do everything I can to ensure that the Commission processes certificate
applications for proposed pipeline projects as quickly as possible, within our statutory
obligations.

V. Conclusion

Last winter's increases in natural gas prices are a matter of serious concern for gas

customers and indeed for the nation as a whole. Nonetheless, natural gas deregulation has

been an extremely successful long-term policy and the fundamental structure of natural
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gas markets remains sound. Beginning in 1984, competition in the natural gas industry
has led to fifteen years of prices that were lower than anyone anticipated. In fact, the low
prices lasted for so long that it was easy to forget the inherent tendency of energy markets
towards boom and bust cycles. Last year, producers responded to higher prices with
increased drilling. At the same time, customers responded as well. For example, we hear
of electric generators actively reconsidering their exclusive reliance on natural gas for
new plants and are equipping their plants with dual fuel (oil) capability to permit peak day
switching away from gas. Everyone has a role to play in moving demand and supply
toward a balance where prices are publicly acceptable. The nation's competitive policy
has produced a robust, flexible and responsive natural gas market.

The Commission’s recently adopted Strategic Plan rests upon three pillars:
development of an adequate energy infrastructure, adoption of clear and balanced rules
that allow efficient trading between market participants, and ongoing market oversight.
These key elements will allow for robust competition in energy markets, with resultant
benefits to customers. We at the Commission will do our part to ensure that new
pipelines can be built to support a growing industry and that natural gas transportation
supports flexible, innovative markets. By our continuing work together I am confident
that states and 6ther federal agencies will also do their part to put in place needed

infrastructure and to mitigate short-term hardships.
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Thank you. The Commission is always available to assist Congress in its

deliberations about the nation’s crucial energy industry.
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California Pipeline Capacity
(total possible by 2004)

2,011 MMcfd

Delivery Capacity
{Serving California)

Take Away Capacity
{Within California)

1,910 MMcfd

7.845 MMcfd

fWheeler Ridge

Ehrenberg
Blythe

FERC 10/11/01
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California Pipeline Capacity Delivery Take-Away
Capacity Capacity Difference
(MMcf/d) (MMef/d) (MMct/d)
Existing Pipeline Capacity (Today)
Northern California
Interstate (w/o Tuscarora) 1.800 0 h
Local Distribution Companies g 1.91¢
1,800 1,910 {110y
Southern California
Interstate 5,080 540
Local Distribution Companies 600 4,990
Local Production 470 1]
6,150 5,530 620
Under Construction Pipeline Capacity
(Incremental On-line by 2003)
Northern California
Interstate 21t 0
Locat Distribution Companies 0 0
211 0 211
Southern California
Interstate 755 203
Local Distribution Companies 40 475
Local Production 0 0
795 678 117
Pending Pipeline Capacity {Incremental On-line by 2004)
Northern California
Interstate 0 0
Local Distribution Companies _0 0
0 0 0
Southern California
Interstate 900 282
Local Distribution Companies 0 165
Local Production _90 _G +
900 447 453
Existing, Under Construction and Pending Pipeline Capacity
(Total Possible On-line by 2004)
Northern California
Interstate (w/o Tuscarora) 2.001 0
Local Distribution Companies 0 1,910
2,611 1,910 101
Southern Catifornia
Interstate 6,735 1,025
Local Distribution Companies 640 5,630
Local Production 470 [1]
7,845 6,655 1,190

FERC 10/10/01
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Mr. OsE. Joining us also is the President of the California Public
Utilities Commission, Ms. Loretta Lynch. You're recognized for 5
minutes.

STATEMENT OF LORETTA LYNCH, PRESIDENT, CALIFORNIA
PUBLIC UTILITIES COMMISSION

Ms. LYNCH. Thank you, Mr. Ose, Mr. Waxman, Mr. Shays. My
testimony addresses three primary themes.

First, California looks to the Federal Energy Regulatory Commis-
sion to define and enforce clear standards for determining when
market power exists in the natural gas market and also when it’s
exercised in the interstate natural gas markets.

Second, a so-called mismatch in intrastate and interstate capac-
ity was not and could not have been a factor in last year’s high
California border prices for natural gas.

And, finally, the facts demonstrate that California’s intrastate
capacity has been and, despite the increase in electric generation
generated from natural gas, continues to be more than adequate to
accommodate the State’s natural gas demands.

Rather, the California Public Utilities Commission submits that
last year’s extraordinarily high natural gas prices resulted largely
from the illegal exercise of market power on an interstate pipeline,
not inadequate intrastate infrastructure. And that is precisely the
reason that we look to FERC now to both remedy past wrongs and
to define and enforce a clear standard for market power abuse.

In fact, California relies on one of four methods that have been
established by the FERC to acquire and transport natural gas over
the interstate systems to our in-State utility systems at the border.
As California discovered only too clearly this past winter in an
unhealthy natural gas market where market power is being exer-
cised, the normally adequate options collapsed with disastrous con-
sequences. Last winter, California endured natural gas border
prices double those faced by the rest of the Nation, and at times
those prices climbed to levels seven to eight times the national av-
erage. The cost to Californians ran into the tens of millions of dol-
lars both for higher natural gas costs and for higher electric costs
driven by the high gas costs on the margin.

Thus, the FERC has a golden opportunity now in the pending de-
cision before it in our complaint against El Paso Pipeline and its
marketing affiliate, to both provide a remedy for past illegal actions
and also to prevent future price spikes by defining clear standards
for identifying market power where it occurs in the interstate mar-
kets and also in preventing its exercise.

Some parties have put forward the inaccurate theory that Cali-
fornia’s natural gas infrastructure is inadequate and that lack of
infrastructure caused last year’s price increases. However, an accu-
rate understanding of the California infrastructure and its oper-
ation, I believe, leads inescapably to the conclusion that a so-called
capacity mismatch cannot have been a factor in last year’s border
price increases. California utilities do not build their systems to
match the delivery capacity of the interstate pipelines, as those
interstate pipelines suggest that they should. Rather, California’s
gas utilities build the natural gas infrastructure to reliably meet
anticipated demand of their California customers at a reasonable
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cost. Overbuilding means price increases to California’s businesses
and families.

Considering Southern California Gas’s actual operation of its sys-
tem and the PUC’s actions over the last 10 years, interstate take-
away capacity into southern California actually exceeds the certifi-
cated interstate capacity into southern California. Further, it’s crit-
ical to know that at the other California points where nominal
intrastate capacity is less than the nominal delivered interstate ca-
pacity, the intrastate pipeline has more than enough capacity to
take the full volumes at the point of interconnection.

Despite continuing high utilization of transmission capacity into
southern California, California border prices have declined dra-
matically since May, when El Paso’s contract with its affiliate ex-
pired. Even during the high natural gas demand driven by this
past summer’s air-conditioning needs, PG&E, SoCalGas and San
Diego Gas & Electric combined all continued to meet all their cus-
tomers’ needs. California’s gas utilities have met these needs even
as they transported additional gas through their system to inject
gas into storage for this winter’s heating reserves. The PUC had
required the utilities to overinject, to make sure that what hap-
pened last year would not happen this year in terms of inadequate
storage. And now those levels are 20 to 30 percent higher than this
time last year.

But California has not stopped there. Over the last year, the
PUC has worked with the California natural gas utilities to iden-
tify and implement a number of strategic infrastructure expansions
across the State. Those expansions are listed in my written testi-
mony and they show that we will add 455 million cubic feet of ca-
pacity a day of intrastate capacity by the end of this year, which
is an unprecedented expansion that added a full 10 percent to
southern California’s gas capacity.

These and other potential intrastate expansions we’re consider-
ing also will help the State to benefit from some of the interstate
pipelines that FERC is currently considering. Basically, California
has been vigilant in managing the evolution of its in-State infra-
structure to match changing patterns of demand. But California
needs its approach of careful vigilance to be matched at the Federal
level as well.

Mr. Ost. Thank you, Ms. Lynch.

[The prepared statement of Ms. Lynch follows:]
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Testimony of Loretta M. Lynch

President, California Public Utilities Commission

Before the House Subcommittee on Energy Policy, Natural
Resources and Regulatory Affairs

October 16, 2001

Thank you for the opportunity to testify before the Subcommittee on Energy

Policy, Natural Resources and Regulatory Affairs.

California wholeheartedly joins the Subcommittee in pursuing a healthy
natural gas marketplace, both within the state and outside our bordérs, which
provides just and reasonable prices to all consumers. My testimony will
address three primary themes. First, California looks to the Federal Energy
Regulatory Commission (FERC) to define and enforce clear standards for
determining when market power exists> and is exercised in the interstate
natural gas markets. Second, a so-called “mismatch” in intrastate and
interstate capacity was not and could not have been a factor in last year’s
high California border prices. Finally, the facts demonstrate that
California’s intrastate capacity has been — and continues to be — more than
adequate to accommodate the state’s natural gas demands. Rather, last year’s
extraordinarily high natural gas prices resulted largely from the illegal

exercise of market power on an interstate pipeline, not inadequate intrastate

Loretta M. Lynch, before the
House Subcommiitee on Energy Policy, Natural Resources and Regulatory Affairs

October 16, 2001 H
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infrastructure. That is precisely the reason that we look to FERC now to
both remedy past wrongs and to define and enforce a clear standard for

market power abuse.

BACKGROUND

California consumes approximately 5.7 billion cubic feet per day. We
import about eighty-five percent of that load from out-of-state sources. Four
interstate pipelines de]iyer natural gas to California from supply basins in
Canada, the Rocky Mountains, and the U.S. Southwest: Pacific Gas
Transmission-Northwest, Kern River, El Paso and Transwestern pipelines.
The majority of our state’s natural gas requirements are served by our in-

state utilities through our utilities’ interconnections with these interstate

pipelines.

Through the 1990’s, natural gas prices in California generally hovered in the
$1.50-$3.50 per million BTU range. Beginning last fall, prices increased
nationwide, but they increased much more dramatically for California. In
December, for example, prices at the California border increased sharply to
almost $60 per million BTU, while prices for the rest of the nation only

spiked to $10 per million BTU.

Loretta M. Lynch, before the
House Subcommittee on Energy Policy, Natural Resources and Regulatory Affairs

October 16, 2001
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FERC HAS FAILED TO ARTICULATE AND ENFORCE A CLEAR
MARKET POWER STANDARD and MUST DO SO IN THE FUTURE

Californians rely on one of four methods established by the FERC to acquire
and transport natural gas over the interstate systems to the in-state utility
systems at the border. A consumer must either (A) buy gas and 1) buy firm
capacity directly from an interstate pipeline for transport to the border, 2)
buy “released” capacity on a secondary market, 3) use “interruptible”
capacity that is available from the pipeline on a day-to-day basis, or (B) buy
natural gas at the border from a third party who has transported it there
(bundled interstate service). In a healthy natural gas market, these bundled
and unbundled options compete against each other to provide consumers

with a robust market for natural gas at the California border.

As California discovered only too clearly this past winter, in an unhealthy
natural gas market — in which market power exists and is exercised — those
normally adequate options collapse with disastrous consequences. Last
winter, California endured natural gas border prices double those faced by
the rest of the nation, and at times prices climbed to levels seven or eight

times the national average. The costs to Californians ran into the tens of

Loretta M. Lynch, before the
House Subcommittee on Energy Policy, Natural Resources and Regulatory Affairs

October 16, 2001
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billions of dollars, both for higher gas costs and for higher electric costs

driven by high gas costs on the margin.

The FERC has a golden opportunity now, in the pending decision on the
California Public Utilities Commission’s (CPUC) complaint against El Paso
Pipeline and its marketing affiliate, to both provide a remedy for past illegal
actions and prevent future price spikes by defining clear standards for
identifying market power where it occurs in the interstate markets and

preventing its exercise.

However, under a FERC Administrative Law Judge initial decision the
market power standard is self-contradictory and therefore is impossible to
meet. In previous decisions affecting the El Paso Pipeline, for example, the
FERC has ruled that it would be much easier to exercise market power if
demand for the capacity were higher than the level that existed at that time.
The FERC Judges’s initial draft decision in the El Paso complaint, however,
acknowledges that prices last year increased due in part to El Paso’s
collusion and market concentration, but stops short of concluding El Paso

exercised market power. Instead, the FERC Judge attributes last year’s price

Loretta M. Lynch, before the
House Subcommittee on Energy Policy, Natural Resources and Regulatory Affairs
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increases to higher demand. The question is, if market power does not exist
when demand is low, and does not exist when demand is high and a pipeline

is found to have colluded with its own affiliate, when does market power

exist?

The facts of the CPUC’s El Paso complaint demonstrate why FERC or this
Congress must establish a clear and enforceable market power standard.
Competition at the California border began to erode as of January 1, 1998,
when El Paso entered into three anticompetitive contracts with Dynegy
Marketing and Trade (“Dynegy”) for approximately one-third of El Paso’s
firm capacity to California (the “El Paso-Dynegy Contracts™). Although in
three separate orders the FERC agreed with the CPUC that the El Paso-
Dynegy Contracts contained an anticompetitive feature, the FERC
nevertheless approved this arrangement, while warning against similar

arrangements in the future if there was greater demand for natural gas.

! See El Paso Natural Gas Company, 83 FERC 161,286 at pp. 62,196-97
(1998) reh’g order, 88 FERC 61,139 at pp. 61,411-14 (1999), reh’gorder,
89 FERC 1 61,073 at p. 61,226 (1999), petitions forreview dismissed as
moot, Public Utilities Com’n of California v. FERC, 236 F.3d 708 (D. C.
Cir. 2001) (Hereinafter, the “Dynegy Orders™).

Loretta M. Lynch, before the
House Subcommittee on Energy Policy, Natural Resources and Regulatory Affairs

October 16, 2001
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This anticompetitive arrangement, which allows one marketer to hoard an
enormous amount of El Paso firm capacity and which also provides a
disincentive for El Paso to compete with discounted interruptible rates, was
repeated thereafter in a short-lived transaction between El Paso and Enron
North America Corp. (“Enron”). While the FERC approved the El Paso-
Enron Contracts, the FERC also warned that if Enron withheld capacity in
an unjust or unduly discriminatory manner, the FERC would consider
“imposing a remedy such as the mandatory capacity release requested by the

California PUC”. Enron subsequently terminated those contracts.

This set the stage for El Paso’s open season from February 7 — February 14,
2000 for this 1,220 million cubic feet per day (approximately one third of
the total El Paso capacity to California) of El Paso firm capacity to
California. Although 24 shippers bid for portions of this capacity, they were
all outbid by El Paso’s affiliate, El Paso Merchant, which bid for the entire

amount at a price of $38.5 million.

A marketer acquiring that much capacity is doing so in order to exercise
market power so that it can artificially drive up the basis differential and

California border prices by withholding discounted firm capacity from the

Loretta M. Lynch, before the
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market. The marketer can then cash in either on the higher bundled natural
gas sales prices at the California border, on unreasonably high capacity
release prices, in the financial market, or in higher electric prices, which is
something that the pipeline itself cannot do. For such a strategy to work,
however, it is critical to the marketer that El Paso not compete by

discounting interruptible rates.

Not only did El Paso Merchant hold more firm capacity rights on El Paso
and Transwestern than did Dynegy, two other very significant factors made
it much easier for El Paso Merchant to exercise market power compared to
the time when Dynegy held this enormous amount of El Paso capacity: 1)
demand for natural gas had increased in California and El Paso’s East of
California (“EOC”) markets beginning in June, 2000; and 2) El Paso, the

operator of the interstate pipeline, was (and is) affiliated with El Paso

Merchant.

Indeed, in the D.C. Circuit’s dismissal of the CPUC’s petition for review of
the FERC’s Dynegy Orders, the Court recognized these two significant
factors when it found that there was not a “reasonable expectation” that the

FERC would approve anti-competitive contracts and conduct in the future.
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In Public Utilities Com’n of California v. FERC, 236 F.2d 708, 715 (D.C.

Cir. 2001), the Court declared that:

“in approving the El Paso-Dynegy contracts,
FERC made clear that its future balancing of
competition concerns with the goals of the NGA
and existing FERC policies may yield different
results that those of the El Paso-Dynegy order: ‘A
change in market conditions, for example, a
significant increase of the demand for firm
transportation to California, or a change in [FERC]
policies on the right of pipelines not to discount,
might result in a different conclusion’. El Paso 111,
88 F.ER.C. at 61,414.” (empbhasis added)

In this regard, the Court explicitly found that “the relationship between El
Paso and El Paso Merchant would trigger different concerns than a

transaction between unrelated parties.” Id. at 716.

The judge’s draft decision in the pending El Paso complaint indicates that
the CPUC has not met the standard for demonstrating market power, but
does not define the standard. Perhaps the FERC Judge will just know it
when he sees it, but that provides no help to states like California who are
battling illegal activities between natural gas pipelines and their affiliates.
The judge found that El Paso colluded to share information with its

affiliates, and amassed market concentration that gave El Paso’s affiliate that
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ability to exercise market power in an increasing demand market. If this
does not warrant a finding of market power, what does? If the FERC Judge
is not overruled by the Commission, consumers lose if demand is low, and
they lose when demand is high. At the very least, businesses and consumers
deserve an opportunity and a fair standard for winning. California looks to
FERC to provide appropriate guidance on this critical issue going forward,

and we will look to the Congress if the FERC fails in this critical mission.

THE CALIFORNIA “CAPACITY MISMATCH” IS AMYTH, NOT A
FACTOR IN HIGH CALIFORNIA BORDER PRICES

Some parties, including El Paso, have put forward the inaccurate theory that
California’s natural gas infrastructure is inadequate and therefore played a
causal role last year’s price increases. That theory reflects a fundamental
lack of understanding of California’s in-state capacity. Rather, an accurate
understanding of the California infrastructure and its operation leads
inescapably to the conclusion that the so-called capacity “mismatch” cannot

have been a factor in last winter’s border price increases.

California utilities do not build their systems to match the delivery capacity
of the interstate pipelines, as those interstate pipelines suggest they should.

Rather, California’s gas utilities build the natural gas infrastructure to
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reliably meet the anticipated demand of their California customers at

reasonable cost.

Considering SoCalGas’ actual operation of its system, and CPUC action
taken over the last ten years, intrastate take-away capacity into southern
California actually exceeds the certificated interstate capacity into southern
California. Furthermore, it is critical to know that, at the other California
points where nominal intrastate capacity is less than the nominal delivered
interstate capacity, the intrastate pipeline has more than enough capacity to
take the full volumes at the point of interconnection. However, currently the
total amount of certificated interstate capacity to California does slightly

exceed the total firm “take-away” capacity into the state.

A few of the California “mismatch points” illustrate how capacit